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H  ow  U.S.  Is  Financing  the  War 

BY  ALFRED  G.  BUEHLER,  Professor  of  Public  Finance  at  the  University  of  Pennsylvania 


THE  unprecedented  scope  of  World  War  II,  which 
presses  total  populations  into  war  service  in  one 
manner  or  another,  is  reflected  not  only  in  the 
battles  of  production  and  transportation  and  in 
hand-to-hand  fighting  with  the  enemy,  but  also 
in  the  battle  of  finances. 

I'he  scope  of  the  battle  of  finances  was  revealed 
to  the  American  people  in  October  1942,  when 
Congress  enacted  a  new  revenue  law  to  provide 
some  $25  billion  in  1943,  which  will  soon  be  fol¬ 
lowed  by  another  tax  law  to  yield  possibly  $6  bil¬ 
lion  or  more.  If  the  national  income  in  1943  is  $120 
billion,  and  state  and  local  taxes  are  about  $8.6 
billion,  we  shall  then  be  paying  out  approximately 
one-third  of  our  national  income  in  taxes,  exclud¬ 
ing  the  social  security  charges.  This  may  be  com¬ 
pared  with  a  ratio  of  about  20  per  cent  in  the  late 
1930’s  and  about  12  per  cent  at  the  close  of  World 
War  I. 

Never  before  have  we  collected  such  huge  totals 
in  taxes  and  never  before  have  we  been  taxed  at 
such  steep  rates.  Now  individuals  will  be  subject 
to  the  new  5  per  cent  Victory  tax  on  gross  incomes 
over  $624  yearly,  with  credits  for  war  bond  pur¬ 
chases,  debt  payments  and  life  insurance  premiums, 
in  addition  to  the  income  tax,  with  its  rates  ranging 
from  19  to  88  per  cent.  Exemptions  are  $500  for 
single  persons  and  $1,200  for  married  couples  and 
the  credit  for  dependents  will  be  $350.  Corporation 
profits  will  be  taxed  up  to  40  per  cent  and  a  flat 
90  per  cent  excess  profits  tax  will  be  imposed,  with 
an  exemption  of  $5,000  and  a  credit  of  10  per  cent 
as  a  post-war  refund  and  a  current  debt  reduction 
allowance.  Total  corporation  taxes  are  to  be  lim¬ 
ited  to  80  per  cent  of  the  profits. 

Excises  are  also  increased  on  cigarettes,  alcoholic 
beverages,  and  other  commodities.  The  exemption 
of  the  estate  tax  is  reduced  to  $60,000  and  the  life 
insurance  limitation  is  abolished.  All  in  all,  this  is  a 
tremendous  tax  increase,  but  it  is  still  inadequate 
to  curb  inflation  and  to  greatly  reduce  the  huge 
inflationary  gap  which  the  excess  of  purchasing 
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power  over  consumable  goods  and  services  will 
create.  More  taxes  are  therefore  not  far  distant.  Wc 
must  turn  to  a  spendings,  sales,  or  gross  income 
tax  in  1943  if  we  want  substantial  new  taxes. 

The  Axis  powers  have  prepared  long  and  care-  xo 
fully  for  total  war,  and  have  been  ready  to  advance  i 
their  aims  of  world  conquest  at  any  cost,  not  only 
in  terms  of  their  own  sacrifices,  but  also  in  terms 
of  the  enslavement  and  exploitation  of  conquered 
|icoples.‘  Against  such  opponents  we  must  be  pre-  „ 
pared  to  risk  both  our  fortunes  and  our  lives.  We 
must  be  ready  to  pay  heavier  taxes  than  we  have 
ever  known,  to  offer  our  savings  willingly  in  ex- 
change  for  war  bonds,  to  sacrifice  our  comforts  and,  Jqj 
if  need  be,  our  customary  necessities  of  life.  We 
must  also  be  on  the  alert  to  detect  and  resist  the  jjj, 
encroachments  of  that  insidious  enemy  of  every 
nation — the  financial  disease  of  inflation — which 
may  rot  away  the  economic,  political  and  social  |jj 
foundations  of  our  way  of  life.  This  enemy,  too, 
we  must  conquer  if  the  United  Nations  are  to  win 
the  opportunity  to  reconstruct  the  world  after  the  jjj. 

DANGERS  OF  INFLATION  tC* 

The  higher  wages  of  workers  and  incomes  of 
farmers  which  result  from  rising  prices  bring  only 
partial  gains  at  best,  because  each  dollar  of  income  . , 
has  less  purchasing  power  and  because  the  infla¬ 
tionary  spiral  is  fed  by  fresh  demands  for  ever 
higher  remuneration  as  prices  continue  to  rise. 
Those  with  fixed  incomes  find  their  real  incomes 
steadily  dropping  in  the  face  of  higher  prices  and 
taxes;  and  the  unstable  prosperity  of  the  war 
boom,  every  one  knows,  may  give  way  eventu-  jj^ 
ally  to  a  post-war  slump,  when  farmers,  workers, 
and  all  classes  will  feel  the  harsh  effects  of  eco¬ 
nomic  and  political  disorganization.  Indiscrimi- 
nately  and  unequally  inflation  lays  its  inescapable 
burdens  upon  all  classes  and  groups,  while  increas- 

I.  See  E.  S.  Hediger,  “Nazi  Exploitation  of  Occupied  Europe," 
Foreign  Policy  Reports,  June  i,  1942,  and  idem.,  “Nazi  Eco-  01 
nomic  Imperialism,”  ibid.,  August  15,  1942. 
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ing  the  cost  of  the  war  and  multiplying  the  war 
debt.  If  the  evil  effects  of  inflation,  which  arise  from 
the  disparity  between  the  greater  purchasing  power 
released  by  war  spending  and  employment  and  the 
I  lessening  of  available  consumers’  goods,  are  to  be 
,  prevented.  World  War  II  must,  by  careful  plan¬ 
ning  and  control,  be  financed  by  noninflationary 
methods. 

NO  HOPE  OF  REPARATION 

Nor  can  we  hope,  as  Germany  hoped  in  vain 
during  World  World  I,  to  obtain  from  our  de¬ 
feated  foes  lands  and  treasures  which  will  repay 
our  losses.  These  foes  will  be  exhausted  and  im¬ 
poverished  before  the  war  is  ended.  For  us,  more¬ 
over,  this  is  not  a  war  of  conquest.  We  have  learned 
also  that  intergovernmental  loans  during  a  world 
war  will  probably  never  be  repaid,  except  in  token 
form.  We  do  not  expect  our  Allies,  who  already 
have  made  great  sacrifices  in  manpower  and  war 
material,  to  bear  a  disproportionate  share  of  the 
costs  of  World  War  II.  We  must  expect  that  the 
‘  aid  we  are  giving  them  through  the  operation  of 
lend-lease  arrangements  will  be  very  largely  our 
contribution  to  the  common  cause. 

We  cannot,  therefore,  escape  painful  and  con¬ 
tinued  sacrifices  if  we  are  to  avert  a  defeat  that 
would  prove  far  more  costly.  This  reasoning  is 
recognized — although  not  always  adequately — in 
the  messages  of  President  Roosevelt  to  Congress, 
in  the  lend-lease  agreements  concluded  with  thirty 
countries,^  and  in  the  utterances  of  many  Amer¬ 
ican  leaders. 

The  cost  of  government  in  wartime  is  indicated 
in  the  estimate  made  by  Mr.  Morgenthau,  Secretary 
of  the  Treasury,  on  July  23  that  federal  expendi¬ 
tures  in  the  fiscal  year  1943  would  be  $77  billion.^ 
Now  that  Congress  has  enacted  a  revenue  measure 
f  which  would  raise  $25  billion,  a  deficit  of  $52  bil- 
j  lion  remains  to  be  covered  by  new  taxation  or  by 
borrowing.  As  the  war  goes  on  the  budgets  will 
presumably  expand  progressively,  and  heavier  tax¬ 
ation  and  borrowing  will  ensue.  What  are  our  plans 
for  the  financing  of  a  war  which  may  cost  $200 
billion,  or  more,  according  to  current  estimates.? 

OIR  FINANCIAL  POSITION 

As  we  soberly  take  stock  of  our  financial  re¬ 
sources,  we  realize  that  we  have  entered  the  un¬ 
wanted  conflict  with  what  we  previously  consid¬ 
ered  a  large  debt,  and  stiff  income,  profits,  and 
death  taxation.  Just  before  the  opening  of  World 
War  I  federal  expenditures  were  running  around 

2.  Sixth  Report  to  Congress  on  Lend-Lease  Operations,  77th 
Congress,  2nd  session,  House  Document  No.  839  (Washington, 
■942). 

3'  Senate  Finance  Committee,  Hearings  on  the  1942  Revenue 
77th  Congress,  2nd  session,  pp.  i*2. 


a  billion  dollars  annually,  the  national  income  was 
about  $50  billion,  and  the  debt  from  previous  wars 
and  other  undertakings  had  been  lowered  to  less 
than  a  billion  dollars  from  the  ample  flow  of  rev¬ 
enues  which  were  obtained  at  low  rates  of  taxation."* 

When  the  fiscal  year  1939  closed  on  June  30,  two 
months  before  Britain  and  France  declared  war 
on  Germany,  the  federal  debt  had  grown  to  prac¬ 
tically  $40  billion,  excluding  several  billions  of  debt 
of  government  corporations  and  agencies  which 
the  government  guaranteed.  Expenditures  that  year 
were  $9.2  billion,  taxes  were  $5.6  billion,  and  a 
deficit  of  $3.6  billion  resulted.  By  this  time  the  na¬ 
tional  income  was  approximately  $71  billion. 

PRE-I939  TAXES 

When  the  United  States  entered  World  War  I  in 
1917,  the  newly  enacted  personal  income  tax  was 
collected  at  a  low  normal  rate  of  2  per  cent,  and 
surtaxes  were  laid  on  incomes  in  excess  of  $20,000 
at  rates  of  i  to  13  per  cent.  Single  persons  were  al¬ 
lowed  an  exemption  of  $3,000,  and  married  persons 
$4,000.  Corporations  paid  only  a  very  modest 
normal  profits  tax  of  2  per  cent.  The  gasoline  tax 
was  still  unknown,  and  the  excises  were  confined 
very  largely  to  alcoholic  beverages  and  tobacco. 

By  1939,  after  several  years  of  greatly  increased 
federal  spending  and  a  search  for  new  revenues, 
the  normal  personal  income  tax  rate  had  been 
raised  to  4  per  cent  on  the  incomes  of  single  per¬ 
sons  above  $1,000  and  those  of  married  persons 
above  $2,500.  The  income  in  excess  of  $4,000  was 
subject  to  surtaxes  ranging  from  4  to  75  per  cent. 
Personal  income  tax  rates  were  thus  already  .some¬ 
what  higher  at  the  beginning  of  World  War  II 
than  they  were  at  their  peak  in  World  War  I  under 
the  1918  law. 

In  1939  corporations  were  liable  for  a  normal 
profits  tax  at  rates  of  12.5  to  18  per  cent — higher 
than  any  of  those  of  World  War  I.  They  also  had 
to  pay  a  capital  stock  tax  and  perhaps  the  supple¬ 
mentary  declared  value  excess  profits  tax.  The 
federal  estate  tax  rates  were  relatively  high,  and 
were  graduated  up  to  70  per  cent,  as  compared  with 
a  maximum  of  25  per  cent  under  the  1918  law. 
There  was  a  further  gift  tax  at  high  rates,  the  new 
gasoline  tax,  and  many  manufacturers’  excises.’ 

We  must  also  note  state  and  local  government  tax 
collection!;,  which  amounted  to  only  $2.5  billion  in 
1917  but  were  $7.8  billion  in  1939,  excluding  payroll 
charges.  Combined  federal,  state  and  local  tax  col- 

4.  The  progress  of  federal  finances  in  recent  decades  is  indi¬ 
cated  in  the  Annual  Reports  of  the  Secretary  of  the  Treasury, 
which  have  been  the  source  of  much  of  the  data  cited  here. 

5.  Data  showing  the  national  income  produced  and  federal, 
state  and  local  government  tax  collections  have  been  assembled 
for  the  period  1911-40  in  Tax  Yields:  1940  (Philadelphia,  Tax 
Institute,  1942). 
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lections  were  $2.9  billion  in  1914,  or  less  than  9  per 
cent  of  the  national  income,  while  they  had  risen 
to  $12.5  billion  in  1939,  excluding  payroll  charges 
of  $1.5  billion,  or  nearly  18  per  cent  of  the  national 
income.  State  and  local  government  expenditures 
were  less  than  $3  billion  in  1914;  by  1939  they  were 
$9  billion.  The  combined  state  and  local  govern¬ 
ment  gross  debt  grew  from  about  $6  billion  in 
1914  to  $20  billion  in  1939.^ 

To  summarize,  we  entered  World  War  II  with 
relatively  high  taxes,  a  new  high  level  of  peacetime 
expenditures,  and  a  federal  debt  legacy  much  high¬ 
er  than  the  maximum  debt  of  $26  billion  of  World 
War  I.  Now  we  are  involved  in  a  war  which 
threatens  to  cost  hundreds  of  billions  instead  of 
tens  of  billions  of  dollars.  But  as  this  country  faces 
the  uncertain  future,  bearing  the  scars  and  wounds 
of  past  encounters  with  war  and  depression,  it  is 
still  strong  and  courageous,  and  should  be  able  to 
carry  the  new  burdens  which  a  global  war  will 
place  on  our  economy.^ 

WAR  EXPENDITURES 

The  costliness  of  the  war  in  which  we  are  now 
participating  cannot  be  foretold  because  of  lack  of 
knowledge  concerning  its  duration  and  the  extent 
to  which  we  must  participate  to  assure  victory  for 
the  United  Nations.  In  submitting  his  1943  budget 
to  Congress,  President  Roosevelt  warned  the  na¬ 
tion  that  “the  details  of  a  war  program  are,  of 
course,  in  a  constant  flux.”  As  the  conflict  grows 
more  violent  and  widespread,  the  costs  of  the  war 
will  mount.  Daily  the  estimates  of  these  costs  must 
be  revised.  When  Secretary  Morgenthau  appeared 
before  the  Senate  Finance  Committee  on  July  23, 
he  stated  that  almost  $77  billion  would  be  spent  for 
all  purposes  this  year,  including  several  billion  dol¬ 
lars  for  nonwar  services.  He  declared  that  we  were 
spending  at  a  rate  of  $150  million  daily,  or  almost 
$3  billion  monthly,  and  that  the  rate  of  expendi¬ 
ture  continued  to  increase.® 

Not  long  ago  it  was  reported  that  the  sum  of  ap¬ 
propriations  passed  and  pending  in  the  current  war 
program  were  approximately  $223  billion.^  It  is  ap¬ 
parent  that  the  President  and  Congress  are  deter¬ 
mined  to  spare  no  effort  in  securing  appropriations 
to  assure  a  victory  over  the  Axis.  The  funds  cannot, 
of  course,  be  expended  as  fast  as  they  are  appro- 

6.  These  figures  are  estimates.  The  general  trends  in  state  and 
local  expenditures  are  shown  in  the  publications  of  the  Na¬ 
tional  Industrial  Conference  Board.  The  state  and  local  debt 
data  are  indicated  for  certain  years  in  the  report  of  the  Bureau 
of  the  Census,  State  and  I^cal  Government  Debt:  1941,  Final 
Report  (Washington,  Government  Printing  Office,  1942),  p.  11. 

7.  Alvin  H.  Hansen,  “We  Can  Pay  the  War  Bill,”  Atlantic 
Monthly,  October  1942. 

8.  Senate  Finance  Committee,  Hearings,  1942,  cited,  p.  1. 

9.  “War  Spending,"  New  York^  Times,  August  12,  1942,  p.  4. 


priated  because  of  the  time  which  must  elapse  be-  | 
fore  war  contracts  for  airplanes,  tanks,  warships,  I 
rifles  and  other  equipment  and  supplies  can  be  filled, 

CONTROL  OF  SPENDING  | 

Popular  opinion  frequently  assumes  that  the  ^ 
more  we  spend  on  the  war  the  more  likely  we  are 
to  win  it.  We  know,  however,  that  we  can  be  waste¬ 
ful  in  nonmilitary  expenditures,  and  it  is  reason¬ 
able  to  assume  that  we  can  be  and  are  wasteful  in 
military  expenditures  as  well.  To  win  the  war,  ex¬ 
penditures  must  be  assigned  to  the  tasks  that  are 
most  likely  to  promote  the  war  effort.  | 

The  Administration  has  emphasized  the  need  for  | 
economy,  particularly  in  nondefense  spending.  In  j 
his  message  to  Congress  of  January  5,  1942,  in  ! 
which  the  President  presented  the  budget  for  1943, 
he  estimated  that  approximately  a  billion  dollars 
was  being  taken  from  nonwar  activities.  The  econ¬ 
omy  movement  won  support  from  the  Secretary  of 
the  Treasury,  who  on  March  3  stated  that,  while  I 
certain  economies  had  been  realized,  many  more 
could  be  accomplished  in  federal  and  in  state  and 
local  government  services.’®  As  a  result  of  the 
demand  for  substantial  cuts  in  federal  expenditures, 
a  joint  Congressional  committee  was  appointed  to 
investigate  the  situation.  The  committee  reported 
by  late  July  reductions  of  $1.3  billion  in  appropria¬ 
tions,  and  further  savings  are  anticipated."  Econ¬ 
omies  in  non  war  expenditures,  however,  can  at 
best  be  only  moderate  in  character,  since  they  are 
small  in  value  as  compared  with  war  expenditures, 
and  are  in  large  part  indispensable  for  the  con¬ 
tinued  functioning  of  governmental  machinery. 
Simultaneous  control  of  our  vast  war  spending  is 
just  as  vital  as  the  control  of  nonwar  spending,  if 
the  dollars  contributed  by  the  public  are  to  be  em¬ 
ployed  most  advantageously  for  the  successful 
prosecution  of  the  war.  Waste  will  add  to  the  cost 
of  the  war,  will  needlessly  run  up  the  war  debt 
and  will  invite  inflation,  while  every  dollar  saved 
lessens  the  dangers  of  inflation  and  the  need  for 
absorbing  or  immobilizing  purchasing  power. 

TAXATION  XTRSUS  BORROWING 

Turning  to  the  revenue  side  of  war  financing, 
how  are  federal  expenditures  being  met,  and  to 
what  extent  does  the  federal  tax  system  recognize 
the  requirements  of  equity  and  a  minimum  of  in¬ 
flationary  financing.?  In  his  discussion  of  our  tax 
needs  in  April  1941,  several  months  before  we  en¬ 
tered  fully  into  the  war.  Secretary  Morgenthau 

10.  House  Committee  on  Ways  and  Means,  Hearings  on  Ret" 
entie  Revision  of  1942,  77th  Congress,  2nd  session,  p.  3. 

11.  Joint  Committee  on  Reduction  of  Nonessential  Federal  Ex¬ 
penditures,  Supplemental  Report,  July  27,  1942,  77th  Congress, 
2nd  session. 
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suggested  that  two-thirds  of  total  federal  expendi¬ 
tures  should  be  covered  by  taxation  and  the  re- 
I  mainder  by  borrowing.  At  that  time  a  spending 
program  of  $19  billion,  including  about  $12  billion 
for  national  defense,  was  planned  for  1942  and 
.  taxes  were  to  raise  $12.7  billion.'*  Actually,  the  fis- 
’  cal  year  1942  closed  with  expenditures  of  $32.4 
’  billion,  and  less  than  40  per  cent  of  this,  or  $12.8 
billion,  was  raised  by  taxation  and  miscellaneous 
I  revenues,  leaving  a  deficit  of  $19.6  billion.'^ 

In  March  1942,  after  we  were  in  an  “all-out  war” 
and  expenditures  for  our  military  machine  were 
rapidly  multiplying,  the  Secretary  estimated  that 
approximately  40  per  cent  of  the  proposed  expen¬ 
diture  of  $59  billion  in  1943  would  be  met  by  tax- 
ation.'"*  This  assumed  that  Congress  would  enact 
a  tax  law  that  would  swell  the  tax  receipts  to  about 
$24  billion.  The  Secretary’s  later  estimate  of  expen¬ 
ditures  of  $77  billion  in  1943,  previously  cited, 
would  lower  the  taxes-to-loans  ratio  to  less  than 
one-third,  unless  taxes  should  be  further  increased. 

Our  record,  as  the  Secretary  pointed  out,  is  not 
so  good  as  that  of  Britain  and  Canada.  The  former 
raised  44  per  cent  of  its  total  expenditures  by  tax¬ 
ation  in  1941  and  plans  to  raise  53  per  cent  in  1943, 
while  Canada,  which  was  able  to  raise  70  per  cent 
in  i()4i,  will  raise  55  per  cent  in  1943.” 

The  belligerents  in  World  War  II  are  apparently, 
in  general,  meeting  a  greater  part  of  their  expen¬ 
ditures  out  of  taxation  than  in  World  War  I  be¬ 
cause  of  the  lessons  learned  from  the  costly  blun¬ 
ders  in  financing  the  earlier  war  and  their  more 
adequate  financial  preparation.'^’  The  financing  of 
World  War  I  was  anything  but  brilliant.  Accord¬ 
ing  to  the  estimate  of  Professor  Seligman,  Germany 
during  that  conflict  covered  only  10  per  cent  of  its 
total  expenditures  with  taxes,  France  only  13  per 
cent,  England  more  but  still  only  25  per  cent,  and 
the  United  States  also  met  only  25  per  cent  of  total 
federal  expenditures  by  taxation.'^ 

The  public  finance  experts  have  not  set  any  fixed 
proportion  of  war  costs  which  must  be  met  by 
taxation  if  unsound  financing  is  to  be  avoided. 
The  proper  ratio  of  taxes  to  expenditures  must  de¬ 
pend  on  variable  circumstances.  In  trying  to  es¬ 
tablish  our  tax  goals,  however,  we  should  keep  in 
mind  the  fact  that  we  are  financing  our  part  of  the 

IJ.  House  Ways  and  Means  Committee,  Hearings  on  Rrirniie 
Revinon  of  1941,  77th  Congress,  1st  session,  p.  6. 

'3-  Treasury  BtiUelin,  September  1942,  p.  2. 

14.  House  VV'ays  and  Means  Committee,  Hearings,  1942,  cited, 
P-  3«- 

'5-  Senate  Finance  Committee,  Hearings,  1942,  cited,  p.  2. 
ifi.  Sec  Mabel  Newcomer,  “Financing  Defense  in  Russia  and 
the  Axis  Powers,”  Annals  of  the  American  Academy  of  Political 
Old  Social  Science,  March  1941,  pp.  118-25. 

'7-  E.  R.  A.  Seligman,  Essays  in  Taxation  (loth  ed.,  New 
Macmillan,  1925),  pp.  760-67. 
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war  almost  entirely  out  of  internal  resources  and 
that  our  own  costs,  including  any  aid  we  may  give 
to  our  Allies,  must  be  met  out  of  our  wealth  and 
income. 

We  cannot,  by  borrowing,  place  the  direct  costs 
of  the  war  on  the  next  generation,  considering  the 
country  as  a  whole.  But  we  can — and  this  is  very 
important — modify  the  distribution  of  the  costs 
among  the  individual  members  of  our  society  now 
and  in  the  future,  and  we  can  influence  future  eco¬ 
nomic  and  political  conditions  and  the  future  dis¬ 
tribution  and  production  of  income  by  our  choice 
of  borrowing  or  taxation,  and  our  decision  as  to  the 
sources  of  the  funds  to  be  obtained  by  credit  or 
taxation.  In  past  wars  the  wealthier  classes  bought 
bonds  and  held  them  after  the  war,  when  loans 
were  probably  repaid  out  of  various  indirect  taxes 
on  consumption  which  rested  more  heavily  on  the 
poorer  than  the  richer  classes. 

A  reverse  process  could  be  worked  out  by  a  com¬ 
bination  of  compulsory  loans  now — borrowed  large¬ 
ly  from  the  lower  and  middle  income  groups — 
and  progressive  taxation,  which  would  compel  the 
upper  incomes  to  make  permanent  sacrifices  in 
taxes  which  would  not  be  repaid.  The  loans  could 
be  repaid  by  drastic  taxes  on  the  wealthy  and  also 
on  the  upper  middle  incomes  by  some  such  scheme 
as  that  proposed  in  England  by  John  Maynard 
Keynes,'"  which  raises  complex  social  issues. 

PROBLEMS  RAISED  BY  BOTH  METHODS 

Some  persons  ask:  Why  do  we  not  meet  the 
total  costs  of  the  war  out  of  taxation  since  we  must, 
as  a  group,  pay  for  today’s  fighting  out  of  today’s 
resources  whether  we  borrow  or  tax,  and  since  it 
would  be  preferable  to  avoid  increasing  the  na¬ 
tional  debt  by  borrowing,  which  will  also  occasion 
heavy  interest  costs  over  a  series  of  years  and  create 
the  risk  that  a  ponderous  debt  can  never  be  repaid? 
One  answer  to  this  question  has  already  been  given. 
By  borrowing  now  and  taxing  later  we  can  at¬ 
tempt  to  place  war  costs  differently  over  the  popu¬ 
lation  than  they  would  be  under  an  all-taxation 
policy.  Today  some  will  lend  to  the  government, 
tomorrow  others  perhaps  will  pay  taxes  to  redeem 
those  war  bonds. 

Taxation  ample  to  meet  the  costs  of  the  present 
conflict  would  be  crushing  on  many  individuals 
and  business  enterprises;  and  those  who  lack  cur¬ 
rent  incomes  large  enough  to  pay  their  taxes  would 
have  to  liquidate  investments  to  raise  cash  for  tax 
payments.  Disruption  of  war  production,  trans¬ 
portation,  and  financing  would  be  most  serious  as 
securities,  real  estate,  and  other  investments 
changed  hands,  perhaps  passing  entirely  in  some 

18.  J.  M.  Keynes,  How  to  Pay  for  the  War  (New  York,  Har- 
court.  Brace,  1940). 
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instances  into  the  possession  of  the  government, 
and  a  total  war  might  be  lost  on  the  home  front  by 
an  enforced  financial  revolution. 

Borrowing  has  great  psycliological  advantages 
over  taxation  because  it  seems  to  postpone  the  final 
reckoning  of  sacrifices.  It  is  easier  to  give  up  sav¬ 
ings  and  incomes  for  the  war  if  we  expect  our 
contributions  to  be  repaid.  So  long  as  the  loans  are 
voluntary,  each  taxpayer  may  invest  in  bonds  ac¬ 
cording  to  his  individual  economic  status,  while 
taxation,  which  must  be  levied  according  to  general 
requirements,  may  fail  to  allow  for  the  particular 
circumstances  of  the  taxpayer.  Borrowing,  more¬ 
over,  will  raise  funds  more  quickly  than  income 
and  profits  taxes,  which  are  not  being  paid  con¬ 
tinuously,  and  estate  and  gift  taxes,  which  are  paid 
only  at  certain  intervals.  The  speed  of  obtaining 
borrowed  funds  is  enhanced  by  the  ability  of  gov¬ 
ernments  to  borrow  large  amounts  directly  from  the 
banks.  The  inflationary  effects  of  borrowing  bring 
the  illusion  of  prosperity  and  many  persons  will 
rejoice  over  their  increased  wages  and  incomes,  not 
realizing,  perhaps,  that  the  aftermath  of  this  false 
prosperity  may  be  social  disintegration  and  grave 
depression. 

Borrowing  is  inescapable  in  war  financing  when 
the  conflict  is  costly.  We  know  now,  however,  that 
some  borrowing  is  inflationary  because  it  arises 
from  the  expansion  of  credit  at  a  rate  faster  than 
production,  and  that  some  is  noninflationary  be¬ 
cause  it  absorbs  only  our  savings.  It  is  important 
that,  so  far  as  possible,  inflationary  loans  should 
be  avoided.  If  loans  are  to  be  noninflationary 
they  must  drain  off  current  purchasing  power 
and  the  lenders  must  not  borrow  to  purchase  them, 
use  their  bonds  as  collateral  for  loans  to  obtain 
desired  funds,  or  relinquish  their  bonds  to  obtain 
expendable  cash.  While  taxation  may  have  infla¬ 
tionary  effects  as  taxpayers  borrow  to  meet  their 
heavier  taxes,  such  inflation  is  more  easily  con¬ 
trolled  than  that  resulting  from  bank  credit  expan¬ 
sion  in  selling  bonds.  Loans  to  meet  taxes  will  tend 
to  be  repaid  at  short  intervals  and,  if  they  become 
a  serious  problem,  the  banks  may  restrict  them. 

Taxation,  which  may  be  unpleasant,  has  many 
advantages  over  borrowing,  and  should  be  main¬ 
tained  during  war  at  the  highest  level  possible  in 
order  to  avoid  the  abuses  of  borrowing  and  the  in¬ 
equalities  and  disintegrating  effects  of  credit  infla¬ 
tion  which  may  follow.  Taxation  should  be  raised 
to  the  limits  the  population  will  bear  by  showing 
the  public  the  advantages  of  a  heavy  but  equitable 
tax  program  which  minimizes  the  dangers  of  in¬ 
flation  and  meets  expenditures  largely  out  of  cur¬ 
rent  revenues.  War  is  essentially  a  consumptive 
rather  than  a  productive  undertaking,  and  its  dead¬ 
weight  debt  should  be  kept  as  low  as  possible  to 
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lessen  the  economic  and  political  problems  which 
are  bound  to  accompany  huge  debts. 

WAR  TAX  BILL 

Early  in  1942  the  Ways  and  Means  Committee, 
with  the  aid  of  the  Treasury,  began  to  formulate 
a  war  tax  bill.  After  several  months  of  unhurried 
consideration  and  much  disagreement  over  details, 
the  tax  bill  finally  became  law  on  October  21.  It  is 
inadequate  and  is  certain  to  be  followed  by  a  new 
and  more  painful  law  sometime  after  the  Congres¬ 
sional  elections  in  November.  It  is  idle  to  place  the 
blame  for  this  leisurely  action  on  any  person  or 
group;  we  must  all  share  the  responsibility  for  it 
But  the  longer  we  postpone  the  necessary  financial 
surgery  on  our  revenue  system,  the  more  difficult 
will  become  our  problems  of  war  financing.  Little 
courage  has  been  displayed  thus  far  in  facing  the 
unpleasant  necessity  for  digging  deep  into  the  low¬ 
er,  as  well  as  the  middle  and  upper,  incomes  to 
find  funds  for  the  war.  All  those  with  incomes 
above  the  subsistence  level  have  an  ability  to  pay 
taxes,  and  should  share  the  burdens  of  the  war. 

Nations  in  the  past  have  raised  far  too  little  of 
their  war  costs  by  taxation  and  far  too  much  by 
borrowing.  Our  present  goal  could  well  be  the  cov¬ 
ering  of  half  of  our  total  federal  expenditures  by 
taxation.  Instead  of  a  tax  bill  to  provide  some  $25 
billion,  we  should  strive  for  taxes  of  $35  billion  or 
more.  If  we  do  not  take  this  sum  in  taxation,  we 
shall  take  it  in  borrowing,  and  that  borrowing  may 
result  in  extensive  inflation  which  operates  w'th 
the  compulsion  of  taxation  and  places  its  burdens 
unequally  on  various  individuals  and  classes. 

IN'COME  AND  PROFITS  TAXES 

With  these  general  observations  as  a  background, 
we  may  proceed  to  examine  the  federal  revenue 
system,  noting  first  the  most  important  revenue 
prcxlucers — the  imposts  on  personal  income  and 
corporation  profits — which  in  the  fiscal  year  1941 
returned  nearly  half  of  the  total  federal  revenues, 
or  approximately  $^.5  billion  out  of  total  taxes  of 
$7.6  billion.’^  Of  this  sum,  a  little  over  $2  billion 
came  from  corporations.  The  variability  of  income 
and  profits  tax  receipts  was  a  subject  of  much  dis¬ 
cussion  during  the  depression  of  the  1930’s,  when 
their  sharp  declines  disappointed  many  observers. 
During  World  War  I  these  taxes  yielded  surprising 
revenues  in  the  United  States  and  Britain,  and  they 
are  aijain  expanding  rapidly  as  the  national  in¬ 
come  soars,  exemptions  are  lowered  and  rates  are 
raised. 

As  yet  our  individual  income  taxes  are  essen¬ 
tially  middle-  and  upper-income-class  taxes.  When 

ig.  Secretary  of  the  Tre-asury,  Annual  Report,  1041,  PP- 
48^. 
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>  Secretary  Morgenthau  presented  the  Treasury  tax 
recommendations  to  the  Ways  and  Means  Com¬ 
mittee  on  March  3,  he  asked  that  existing  exemp¬ 
tions  and  the  credit  for  dependents  be  left  un- 

’  changed  because  relatively  little  revenue  would  re- 
^  suit  from  these  steps,  and  also  argued  that  those 
^  whose  incomes  would  be  exempt  would  not  spend 
^  sufficiently  to  threaten  seriously  inflationary  price 

*  advances.  The  other  taxes  paid  by  those  persons,  he 
said,  would  be  ample,  considering  their  ability  to 

^  pay.  Hence  he  proposed  to  increase  the  taxes  on  the 
'  higher  incomes  to  swell  the  personal  income  tax 
^  receipts  by  an  additional  $3  billion.^®  This  sugges¬ 
tion  must  have  been  reassuring  to  millions  of  fam- 
^  ilies  in  the  lower-income  brackets,  but  it  aroused 

*  criticism  among  those  who  felt  that  the  incomes  of 
^  war  workers  would  have  to  be  taxed  substantially 
^  to  provide  adequate  tax  revenues  and  curb  inflation. 

Congress,  however,  was  convinced  of  the  necessity 
^  of  cutting  deeper  into  the  incomes  of  the  masses, 

*  and  the  new  revenue  law  reduces  the  exemption 

'I  for  single  persons  to  $500  and  for  married  couples 

to  $1,200,  and  lowers  the  credit  for  dependents  to 
^  $350,  leaving  unchanged  the  credit  for  earned  in¬ 

i'  come,  although  the  Treasury  had  asked  to  have 
the  latter  dropped. 

1'  The  theory  of  the  complicated  earned-income 
5  credit  is  that  income  from  personal  exertion, 

^  such  as  wages,  salaries,  fees,  and  commissions,  is 

^  more  uncertain  and  has  less  ability  to  pay  than 

■  income  from  investments.  The  law,  however,  has 

’  never  clearly  distinguished  between  so-called  earned 

*  and  unearned  income,  and  has  merely  set  up  an 
arbitrary  credit  for  the  former,  for  purposes  of 
computing  the  normal  tax,  which  tends  to  lower 
the  tax  on  the  smaller  incomes.  The  same  purpose 

>  could  be  accomplished  by  the  simple  plan  of  gradu- 

’  ating  tax  rates  according  to  the  size  of  the  income, 

j  because,  in  general,  the  lower  incomes  are  earned 

*  and  the  higher  incomes  derived  very  largely  from 
'  investments. 

’  Some  additional  revenue  will  be  obtained  by  low- 
^  cring  the  credit  for  dependents  to  $350,  but  with 
'  rising  living  costs  and  lower  family  exemptions,  this 
‘  credit  cannot  be  reduced  a  great  deal.  Lowering  the 
exemption  for  married  couples  to  $1,200  is  probably 
'  not  the  final  step  downward  and  a  further  cut  to 
$1,000  is  not  unlikely,  depending  on  the  choice  be- 
'  tween  reaching  the  lower  incomes  directly  or  resort- 
'  ing  to  heavier  consumption  taxes. 

Yielding  to  the  request  of  the  Treasury,  Congress 

*  has  set  up  higher  normal  and  surtax  rates.  The 
new  normal  tax  rate  is  advanced  to  6  per  cent  and 
surtaxes  are  raised  to  a  minimum  of  13  and  a 

‘  naaximum  of  82  per  cent. 

I  20.  House  Wavs  and  Ntcans  Committee,  Hearings,  ig42,  cited, 

P-.f. 


COLLECTING  AT  THE  SOURCE 

The  much  discussed  reform  of  collecting  the  per¬ 
sonal  income  tax  largely  at  the  source  of  payment 
for  wages  and  salaries,  and  other  forms  of  income 
where  possible,  has  been  approved  by  many  econ¬ 
omists  and  recommended  by  the  Treasury.  The 
proposal  has  won  considerable  favor  in  Congress, 
although  many  employers  have  complained  of  the 
complications  and  extra  labor  involved.  The  new 
Victory  tax  will  be  levied  on  gross  income  in  ex¬ 
cess  of  $624  at  a  rate  of  5  per  cent,  with  adjust¬ 
ments  for  the  family  status  of  the  taxpayer,  war 
bond  purchases,  debt  payments,  and  life  insurance 
premiums.  Collection  at  the  source  of  current 
income  payments  is  necessary  if  the  income  tax 
is  to  be  an  effective  check  on  inflation  and  if  many 
taxpayers  are  not  to  become  delinquent  in  their 
taxes,  or  resort  to  loans  to  finance  them,  with  re¬ 
sulting  inflationary  tendencies. 

THE  RUML  PLAN 

The  pay-as-you-go  plan  presented  to  the  Senate 
Finance  Committee  by  Dr.  Beardsley  Ruml  has 
won  many  supporters,  but  has  been  looked  on  with 
disfavor  by  the  Treasury  because  it  would  permit 
some  individuals  with  high  incomes  in  1941  to 
escape  part  of  their  heavy  taxes,  and  it  involves 
other  complications.  The  plan  proposes  to  forego 
taxes  on  1941  incomes  and  to  start  paying  in  1942 
the  taxes  on  1942  incomes,  assuming — until  adjust¬ 
ments  are  made  at  the  end  of  1942  if  necessary — 
that  the  1941  income  continues  unchanged  through 
1942.^*  The  Ruml  plan  would  make  it  possible  to 
put  into  effect  at  once  the  withholding  of  personal 
income  taxes  without  requiring  simultaneously  the 
payment  of  the  tax  on  this  year’s  income  while  col¬ 
lecting  the  tax  on  last  year’s.  If  collection  at  the 
source  may  be  combined  with  an  equitable  and 
convenient  pay-as-you-go  plan,  the  personal  income 
tax  could  be  streamlined  into  a  thoroughly  modern 
instrument  of  war  financing  and  would  provide 
new  revenues  as  fast  as  incomes  increased  with  war 
prosperity. 

The  proposal  of  the  Treasury  to  raise  $300  mil¬ 
lion  by  requiring  married  couples  to  file  a  joint  in¬ 
come  tax  return  aroused  unexpected  opposition 
and  gained  few  adherents  outside  the  ranks  of 
labor.  The  Treasury  indicated  that  only  the  rela¬ 
tively  few  couples  with  incomes  in  excess  of  $3,500 
could  reduce  their  taxes  by  filing  separate  returns. 
This  group,  however,  brought  great  political  influ¬ 
ence  to  bear,  and  swarms  of  witnesses  argued  be¬ 
fore  the  Ways  and  Means  Committee  that  the 
Treasury  proposal  was  a  blow  at  women’s  rights 

21.  F<ir  details  of  tlie  Ruml  proposal,  see  Senate  Finance  Com 
mittce,  Hearings,  1942,  cited,  pp.  175-96. 
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to  have  separate  incomes,  a  menace  to  the  institu¬ 
tion  of  marriage  and  the  American  home,  uncon¬ 
stitutional,  and  contrary  to  the  community  prop¬ 
erty  customs  of  several  states.  Economists  appear 
to  have  looked  on  the  separate  return  as  little  more 
than  a  tax  reduction  scheme  for  those  with  larger 
incomes,  and  have  been  astounded  to  see  the  issue 
of  equitable  taxation  joined  with  the  issue  of 
women’s  rights.^^ 

The  plan  of  the  Treasury  to  secure  another  I200 
million  from  taxing  the  income  of  state  and  local 
government  obligations,  outstanding  as  well  as 
future  issues,  was  rejected.  For  years  state  and  local 
governments  have  resisted  taxation  because  they  felt 
their  interest  costs  would  rise  and  that  the  gains 
from  taxation  would  be  confined  very  largely  to  the 
federal  government.  The  proposal  to  tax  outstand¬ 
ing  loans  has  secured  little  support,  but  a  division 
of  opinion  prevails  over  taxation  of  new  loans,  and 
continued  attempts  to  end  tax  exemptions  may  be 
anticipated.^^  Solution  of  the  complex  problems  of 
the  tax-exempt  security  must  await  a  compromise 
which  will  be  acceptable  to  state  and  local,  as  well 
as  the  federal,  governments. 

(Controversy  has  also  arisen  over  the  increases  in 
corporation  profits  taxes.  1  here  will  now  be  paid 
an  excess  profits  tax  of  90  per  cent.  The  combined 
normal  taxes  and  surtaxes  may  reach  a  maximum 
of  40  per  cent.  The  Treasury  wisely  recommended 
repeal  of  the  much  criticized  capital  stock  and 
supplementary  excess  profits  tax.^'*  Corporations 
were  pleased  at  the  suggested  repeal  of  the  de¬ 
tested  capital  stock  tax  and  its  satellite,  the  pre¬ 
war  excess  profits  tax,  but  were  aghast  at  the  stiff 
new  taxes  proposed  on  their  profits.  They  urged 
moderation  in  the  tax  rates,  to  leave  some  in¬ 
centive  to  continue  in  war  production,  and  asked 
that  deductions  be  allowed  for  debt  payments. 
To  moderate  the  increased  taxes.  Congress  pro¬ 
vided  that  the  total  taxes  paid  by  a  corporation 
shall  not  exceed  80  per  cent  of  its  profits,  and  that 
10  per  cent  of  the  excess  profits  may  be  credited 
back  to  corporations. 

ESTATE  AND  GIFT  TAXES 

The  progressive  theory  of  taxation  which  has 
been  applied  in  our  income  and  profits  taxes  finds 
further  expression  in  our  sharply  graduated  estate 
and  gift  taxes.  These  taxes  returned  over  $355  mil¬ 
lion  and  nearly  $52  million,  respectively,  in  1941.^^ 

22.  For  arguments  for  and  against  the  joint  return,  see  House 
Ways  and  Means  Committee,  Hearings,  1942,  cited.  Note 
especially  pp.  1221-1480,  1611-27. 

23.  See  thtd.,  pp.  1480-1610,  3079-3160.  ' 

24.  INd.,  pp.  5-6.  The  Hearings  also  include  discussion  of  the 
Treasury  proj-xisals  by  numerous  witnesses. 

25.  Secretary  of  the  Treasury,  Annual  Report,  1941,  cited, 
p.  485. 


The  estate  tax  rates  now  range  from  3  to  77  per  jj. 

cent,  and  the  Treasury  proposed  to  raise  them  jn 

from  8  to  80  per  cent,  with  a  lowering  of  exemp- 
tions.  The  gift  tax  would  be  expanded  similarly, 
and  these  increases  would  raise  $300  million  addi-  gd 
tional  revenue.  The  concentration  of  American 
wealth  has  long  been  criticized  by  President  Roose-  ne 
velt  and,  with  pressing  war  revenue  needs,  some  ru 
increases  here  were  expected.  Congress  was  not  ex 
willing,  however,  to  disturb  the  estate  and  gift  gf 
tax  rates. 


COMMODITY  TAXES 

The  various  excises  have  been  very  prcxluctive  in 
recent  years,  providing  nearly  $2.4  billion  in  1941, 
and  are  being  extended  in  the  war  finance  pro¬ 
gram.  Liquor  taxes  yielded  $820  million  in  1941, 
tobacco  taxes  $698  million,  the  gasoline  tax  $343 
million,  and  other  taxes  lesser  amounts.^^  The 
Treasury  program  called  for  extending  the  excises 
to  provide  $1.3  million  additional  revenue  by  rais¬ 
ing  gasoline,  beer,  distilled  spirits,  and  other  taxes 
along  the  line,  with  some  new  excises  on  candy  and 
chewing  gum.  (ieneral  sales  taxes  were  specifically 
rejected. 

Congress  has  looked  with  approval  on  the  Treas¬ 
ury’s  tax  policy  in  general,  but  some  members  have 
been  outspoken  in  their  demands  for  a  retailers’ 
sales  tax.  Both  the  House  and  the  Senate  have 
turned  away  from  any  sales  tax,  but  the  subject 
has  been  raised  again  and  again.  Resort  to  excises 
on  comforts  and  luxuries  would  probably  be  pre¬ 
ferred  by  American  economists  to  the  general  sales 
tax,  but  more  revenues  could  be  obtained  if  the 
latter  were  added  to  the  excises  and  the  demand 
for  a  sales  tax,  which  has  many  supporters  in  the 
business  world  and  in  Congress,  will  doubtless 
continue.  On  the  other  hand,  exci.ses  on  selected 
articles  of  general  consumption,  which  are  often 
called  luxurie.s,  reach  the  masses  who  may  not  pay 
income,  estate  and  gift  taxes,  and  are  approved  by 
farmers  and  workers. 

A  retail  sales  tax  would  raise  several  billion  dol¬ 
lars  in  revenue  at  a  rate  of  10  or  12  per  cent,  if  it 
had  no  exemptions  except  for  sales  to  governments 
and  sales  of  war  materials.  These  revenues  would 
flow  continuously  from  current  expenditures  of 
consumers,  who  would  pay  their  taxes  in  small 
amounts,  and  inflationary  spending  would  be  dis¬ 
couraged  somewhat.  A  retail  sales  tax  would  be 
difficult,  but  practicable,  in  administration,  as  ex¬ 
perience  in  a  number  of  states  shows.  However,  it 
would  burden  lower  incomes  regressively,  its  ef¬ 
fects  would  be  distributed  rather  indiscriminately, 
and  it  has  been  opposed  by  powerful  labor  groups- 
Thus  far  it  has  been  opposed  also  by  the  Adminis- 
26.  Ibid.,  p.  2. 
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tration,  which  appears  to  favor  a  graduated  spend¬ 
ings  tax  to  draw  on  mass  purchasing  power.  The 
choice  between  a  sales  and  a  spendings  tax  has  been 
postponed  for  further  deliberation.  One  or  the 
other  will  apparently  be  necessary  in  1943. 

Customs  duties  are  not  so  well  adapted  to  war 
needs  because  imports  tend  to  decline  with  the  dis¬ 
ruption  of  foreign  trade.  Opportunities  for  revenue 
expansion  should  not  be  overlooked  in  the  taxation 
of  imports,  but  this  field  is  generally  not  very 
promising  in  wartime. 

SOCIAL  SECURITY  PAYMENTS 

In  his  budget  message  to  Congress  in  January 
1942,  the  President  recommended  extension  of  the 
social  security  program  to  a  greater  part  of  the 
population  and  higher  charges  to  provide  larger 
benefits.  This  would  increase  federal  revenues  $2 
billion,  and  the  government  would  gain,  on  bal¬ 
ance,  as  long  as  collections  exceeded  disbursements. 
Secretary  Morgenthau  reiterated  this  recommenda¬ 
tion,  but  suggested  that  its  consideration  be  sep¬ 
arated  from  that  of  the  tax  bill.  Neither  the  Ad¬ 
ministration  nor  Congress  has  seen  fit  to  undertake 
the  projected  expansion  of  the  social  security  pro¬ 
gram,  after  a  few  false  starts  when  withholding 
taxes  were  suggested  as  additional  revenues  and 
were  subjected  to  much  criticism. 

The  question  has  been  raised  from  time  to  time: 
Could  not  a  gross  income  tax  be  withheld  at  the 
source  of  income  payment  by  employers.?  This  could 
be  a  further  extension  of  social  security  charges 
which  are  also  based  on  gross  income.  Revenues 
would  he  greatly  increased  and,  if  they  went  into 
reserve  funds  for  payment  of  social  insurance  bene¬ 
fits,  the  workers  would  in  time  get  back  their  ad¬ 
vances.  The  burdens  of  a  gross  income  tax  would 
be  regressive,  as  would  be  those  of  a  sales  tax,  and 
many  prefer  to  extend  the  personal  income  tax. 

the  SPENDINGS  TAX 

Instead  of  adopting  a  gross  income  or  a  general 
sales  tax,  the  personal  income  tax  might  be  ex¬ 
tended  to  reach  income  spent,  theoretically  at  least, 
by  deducting  from  further  income  taxation  the  in¬ 
come  used  for  purchasing  war  bonds,  paying  taxes 
and  life  insurance  premiums,  meeting  existing  debt 
obligations,  and  going  into  other  savings.  The 
basis  of  a  supplementary  tax  on  income  spent 
would  be  broader  than  that  of  a  general  sales  tax 
because  it  would  include  such  items  as  payments 
to  household  servants,  which  are  exempt  from  sales 
taxes.  A  spendings  tax  might  also  be  laid  on  cash 
withheld  from  circulation  and  investment  which 
ttiight  be  released  in  a  splurge  of  panic  spending, 
with  dangerous  effects,  if  consumers  should  feel 
that  inflation  was  reaching  a  critical  stage.  A  tax 


on  income  spent,  unlike  a  conventional  general 
sales  tax,  could  be  imposed  at  graduated  rates  in 
accordance  with  popular  ideas  of  ability  to  pay.  It 
might  be  called  a  graduated  luxury  tax  or  a  war 
emergency  tax.  The  administrative  feasibility  of 
such  a  tax,  which  would  require  personal  income 
taxpayers  to  declare  their  deductible  items,  has  been 
the  subject  of  much  discussion. 

A  spendings  tax  was  first  suggested  by  the  Treas¬ 
ury  as  a  possible  solution  of  the  problem  of  allow¬ 
ing  for  debt  commitments  by  giving  deductions  to 
taxpayers.  Later,  spendings  tax  proposals  were 
urged  on  the  Senate  Finance  Committee  by  the 
Treasury,  only  to  be  rejected.  If  a  simple,  gradu¬ 
ated  spendings  tax  could  be  devised  to  yield  large 
revenues,  a  sales  tax  would  be  unnecessary  and  its 
unequal  burdens  would  be  avoided. 

APPRAISAL  OF  TAX  PROGRAM 

The  tax  sector  of  the  battle  of  finances  has  been 
attacked  thus  far  with  only  moderate  success,  and 
the  question  is  being  asked:  “Is  this  another  case 
of  too  little  and  too  late.?”^’  The  Administration 
and  Congress  are  plainly  hesitant  to  tighten  the 
screws  and  adopt  an  adequate  tax  law  which  would 
swell  federal  tax  receipts  to  $35  billion  or  more, 
lessen  the  need  for  borrowing,  and  put  the  brakes 
on  credit  inflation. 

Yet  we  must  recognize  that  great  wars  cannot  be 
fought  without  lowering  the  standard  of  living 
of  the  majority  of  the  population.  It  may  be  po¬ 
litically  unpleasant  for  our  leaders  to  impose  heavy 
taxes  on  us  all,  from  the  lower  to  the  higher  in¬ 
comes,  but  this  action  is  plainly  necessary,  and  we 
should  wisely  accept  it  as  a  sacrifice  less  painful  than 
the  ravages  of  inflation  and  the  loss  of  the  gains 
of  the  war  after  the  peace  is  declared.  Business,  too, 
must  resign  itself  to  the  heavier  taxation.  For¬ 
tunately,  we  can  bear  much  heavier  burdens  if 
we  produce  more  income — our  national  income  is 
rising,  and  may  reach  $115  or  $120  billion  in  1943 — 
and  increase  our  taxable  capacity. 

BORROWING  FOR  THE  WAR 

In  spite  of  our  best  efforts  at  taxation,  it  will  still 
be  necessary  to  borrow  many  more  billions  to  feed 
the  war  machine.  Can  this  be  done  without  gen¬ 
erating  costly  inflation.? 

The  federal  debt  at  the  end  of  August  1942  had 
reached  over  $81  billion,  not  including  over  $4.5 
billion  in  securities  of  corporations  and  agencies 
which  the  government  has  guaranteed.^*  Over  half 
of  the  outstanding  debt  is  held  by  banks  and  in¬ 
surance  companies,  and  much  of  this  is  in  the  port- 

27.  Tax  Institute,  “Too  Little  and  Too  Late  in  Taxes?”  Taxes 
for  Democracy,  May  28,  1942. 

28.  Treasury  Bulletin,  September  1942,  p.  46. 
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folios  of  commercial  banks  which  must  stand  ready 
to  absorb  vast  governmental  loans  by  expanding 
their  credit  facilities.  The  sale  of  war  bonds  to 
individuals  has  been  disappointing  to  those  who 
hoped  it  might  reach  $20  billion  or  more  a  year. 
After  passing  a  billion  dollars  in  January,  pur¬ 
chases  fell  to  nearly  $500  million  in  April  and  were 
less  than  $700  million  in  August.^^  We  are  still  a 
long  way  from  the  Treasury  goal  of  $12  billion 
a  year.  More  and  more  the  government  will  have  to 
turn  to  the  commercial  banks  for  new  loans,  and 
the  dangers  of  inflation  become  daily  more  men¬ 
acing. 

Britain,  Canada  and  New  Zealand,  as  well  as 
Germany,  have  inaugurated  compulsory  popular 
loans,  a  method  of  borrowing  long  condemned  by 
authorities  on  governmental  financing  because  of 
the  many  abuses  of  forced  loans  by  greedy  rulers 
in  past  centuries.  Now  compulsory  loans  are  being 
examined  with  new  interest  in  democratic  coun¬ 
tries.  It  is  reasoned  that  taxes  are  compulsory  and 
that  governments  long  ago  gave  up  dependence  on 
voluntary  contributions  for  their  support.  Why, 
then,  should  they  rely  on  voluntary  loans,  which 
are  granted  by  those  most  influenced  by  public 
opinion  and  war  needs,  while  others,  with  equal 
or  greater  surplus  funds  who  are  not  so  patriotic 
or  so  susceptible  to  public  opinion,  turn  a  deaf  ear 
to  pleas  to  “buy  bonds  and  bury  Hitler,” 

The  compulsory  loan  system,  which  many  ob¬ 
servers  think  is  imminent,  could  be  linked  with 
refunds  of  personal  income,  spendings,  or  other 
taxes  after  the  war,  for  they  could  be  released  to 
provide  consumers  with  funds  at  a  time  when  pur¬ 
chasing  power  had  been  cut  by  a  depression.  Thus, 
expendable  funds  in  excess  of  needs  would  be 
drained  off  during  the  war,  lessening  inflationary 
pressure,  and  loans  would  be  returned  after  the 
war,  when  recovery  would  be  encouraged. 

THE  LEND-LEASE  PROGRAM 

Meanwhile,  the  federal  debt  is  being  increased  by 
the  aid  we  are  giving  our  Allies  and  by  expenditures 
for  our  own  armed  forces,  which  are  not  covered 
by  taxation.  Still  fresh  in  our  minds  is  the  collapse 
of  the  intergovernmental  debts  of  World  War  I, 
when  we  extended  loans  of  some  $10  billion  to  our 
associates  at  interest  rates  of  5  per  cent.  As  debt 
settlement  agreements  were  reached  after  the  war, 
interest  rates  were  reduced  to  an  average  of  2.1  per 
cent,  and  it  was  agreed  that  the  debts  would  be  re¬ 
paid  over  62  years.  Some  payments  were  made,  but 
the  structure  collapsed  when  Germany  refused 
to  pay  reparation  to  the  Allies  and  the  latter,  in 
turn,  declared  their  inability  to  pay  us.  We,  the 

29.  Ihid.,  p.  32. 


creditors,  imposed  high  tariffs  on  imports  and  re- 
stricted  exports  from  the  nations  which  needed 
funds  for  their  debt  payments.  Many  economists 
believed  that  voluntary  cancellation  of  the  debts  at 
that  time  would  have  been  a  great  boon  to  world  ' 
trade,  finance,  and  economic  cooperation;  but  we 
deluded  ourselves  into  thinking  the  debts  would  be  ^ 
repaid. 

Now,  in  World  War  II,  our  associates  are  again  ^ 
in  great  need  of  material  aid  in  fighting  a  war 
which  is  obviously  our  responsibility  too.  The 
Lend-Lease  Act  of  1941  was  adopted  for  the  pur- 
pose  of  financing  aid  to  Britain  and  other  countries 
even  before  we  became  belligerents,  of  providing 
flexibility  in  the  settlement  of  obligations  after  the 
war,  and  promoting  world  trade  and  good  will, 

The  President  is  authorized  to  secure  American 
products  for  any  government  whose  defense  is  vital 
to  us  and,  after  consultation  with  the  Army  and  ' 
Navy,  “to  sell,  transfer  title  to,  exchange,  lease,  in 
lend,  or  otherwise  dispose  of”  this  material  to  said  an 
government  under  such  conditions  as  the  President  co 
deems  satisfactory,  with  “payment  or  repayment  |  th 
in  kind  or  property,  or  any  other  direct  or  indirect 
benefit  which  the  President  deems  necessary.” 

Lend-lease  aid  has  been  promised  to  some  35 
nations,  aside  from  members  of  the  British  Q)m- 
monwealth  of  Nations.  The  amounts  involved 
stagger  the  imagination  and  are  indicative  of  the 
vast  help  we  intend  to  give  to  friendly  nations.  By 
the  end  of  August  1942  approximately  $6.5  billion 
in  materials  from  the  American  arsenal  were  on 
their  way  to  the  battlefronts  of  the  world,  and  the 
rate  of  giving  aid  was  rapidly  increasing.  This 
help  is  only  a  small  fraction  of  the  sums  Congress 
is  appropriating  for  this  purpose.*® 

The  lend-lease  agreements  provide  that,  in  order  C 
to  assure  friendly  and  speedy  settlement  of  claims 
arising  from  their  application,  we  shall  consider  the 
aid  we  receive  from  the  other  parties  and  the  ma¬ 
terials  returned  in  good  condition  to  us.  Settlements  , 
are  to  be  made  under  conditions  which  will  not  bur-  ' 
den  international  commerce  but  will  promote  it  by 
lowering  tariffs  and  other  trade  barriers.  The  Lend-  f 
Lease  Act  gives  the  President  great  discretionary 
power  in  the  settlement  of  claims  which,  if  wisely 
used,  will  be  a  tremendous  aid  in  stabilizing  the 
world  after  the  war.  There  is,  apparently,  no 
thought  of  attempting  to  collect  in  full;  rather  wc 
may  expect  very  substantial  waiver  of  the  “debts 
which,  may  be  owing  to  us  as  our  contribution  to 
world  peace. 

FUTURE  OF  FEDERAL  DEBT 

The  federal  debt  is  fast  approaching  $100  billion 

30.  For  details,  see  Reports  of  the  Office  of  l^nd-l^ase  Ad¬ 
ministration, 
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and  may  easily  reach  $150  or  $200  billion,  depend¬ 
ing  on  the  course  of  the  war.  Through  intelligent 
and  energetic  utilization  of  our  resources,  we  can 
carry  a  huge  debt  without  financial  collapse.  This 
is  not  saying  that  the  size  of  the  debt  does  not  mat¬ 
ter,  because  it  is  obviously  an  important  factor  in 
determining  the  relative  weight  and  effects  of  our 
war  debt.  Fortunately,  interest  rates  are  low,  and 
a  debt  of  $100  billion  can  be  carried  at  an  interest 
cost  of  perhaps  less  than  $2.5  billion  annually.  As 
the  debt  rises  and  interest  charges  increase,  how¬ 
ever,  they  will  become  more  and  more  of  a  drain 
on  the  budget.  The  probability  of  repaying  or  sub¬ 
stantially  reducing  our  huge  debt  will  depend  on 
national  income  and  the  factors  which  will  increase 
federal  revenues,  on  the  one  hand,  and  the  need, 
on  the  other  hand,  for  future  large  expenditures 
for  war,  depression,  or  other  great  emergencies. 

One  course  of  action  would  be  to  pay  merely 
interest  charges.  W^e  could  carry  a  perpetual  debt 
and  consider  interest  a  perennial  responsibility, 
counting  on  a  rising  national  income  to  lighten 
the  interest  burden.  If  we  should  enjoy  a  long 
period  of  peace  and  world  stability  after  the  war 


and  a  growing  national  income,  we  would  find  it 
possible  to  amortize  our  debt  over  several  decades 
or  a  century.  This  would  involve  the  inconvenience 
of  collecting  taxes  to  pay  off  the  debt  and  the  trans¬ 
fer  of  funds  from  taxpayers  to  bondholders, 
but  it  would  gradually  extinguish  the  debt  and 
would  carry  out  our  traditional  policy  of  debt 
retirement. 

War  debts  have  been  repudiated  by  certain  coun¬ 
tries,  for  example  Russia,  after  World  War  I;  have 
been  wiped  out  by  inflation  which  destroyed  the 
purchasing  power  of  claims  against  the  debtor  gov¬ 
ernment  that  could  be  repaid  in  legal  tender,  as 
happened  in  Germany;  and  have  been  retired,  as 
was  the  case  with  our  own  Civil  War  debt  and 
part  of  our  debt  of  World  War  I.  The  final  out¬ 
come  of  our  huge  debt  will  depend  on  its  relative 
l.'urdens  as  affected  by  its  size,  interest  rates,  the 
national  income,  the  price  level,  governmental 
financial  management,  the  willingness  of  the  popu¬ 
lation  to  pay  taxes  for  debt  service,  future  economic, 
political  and  social  conditions,  and  other  unpre¬ 
dictable  factors.  For  the  immediate  future,  we  may 
expect  after  the  war  a  policy  of  repayment;  beyond 
that  it  is  now  impossible  to  see. 
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State  of  New  York,  County  of  New  York,  ss; 

Before  me.  a  Notary  Public  in  and  for  the  State  .md  county 
diiresiid,  personally  appeared  Vera  Micheles  Dean,  ho,  bavins 
wn  duly  sworn  according  to  law,  deposes  and  says  that  she  is  the 
Witor  of  the  Foreign  Policy  Reports,  and  that  the  following,  is,  to 
best  of  her  knowledge  and  belief,  a  true  statement  ol  the  owner- 
>bip,  management  (and  if  a  daily  paper,  the  circulation),  etc.,  ol 
goresaid  publication  for  the  date  shown  in  the  above  caption, 
■tquired  by  the  Act  of  August  24,  1912,  as  amended  by  the  Act  of 
“arch  3,  1933,  embodied  in  section  537,  Postal  Laws  and  Regula- 
lions,  printed  on  the  reverse  of  this  form,  to  wit: 

I-  That  the  names  and  addresses  of  the  publisher,  editor,  manag 
‘IS  editor,  and  business  managers,  are: 

Publisher — Foreign  Policy  Association,  Incorporated,  22  F.ast  3Bth 
N,  Y.,  N.  Y. 

Wiior — Vera  Micheles  ITean,  22  East  38th  St.,  N.  Y.,  N.  Y. 

Managing  Editor — None. 

Business  Managers — None. 

L  That  the  owner  is: 

Foreign  Policy  Association,  Incorporated,  the  orincipal  officers 
O' which  are:  Frank  Ross  McCoy,  President:  Dorothy  F.  I.eei,  Sec- 
‘diry;  both  of  22  F.ast  38th  Street,  N.  Y.,  N.  Y. ;  and  \Villiam  A. 


Eldridge,  Treasurer,  70  Broadway,  N.  Y.,  N.  Y. 

3.  rliat  the  known  bundlioloers,  mortgagees,  and  other  security 
holders  owning  or  holding  1  per  cent  or  more  of  total  amount  of 
bonds,  mortgages,  or  other  securities  are: 

None. 

4.  That  the  two  paragraphs  next  above,  giving  the  names  of 
the  owners,  stockholders,  and  security  holders,  if  any,  contain 
not  only  the  list  of  stockholders  and  security  holders  as  they 
appear  upon  the  books  of  the  company  but  also,  in  cases  where  the 
stockholoer  or  security  holder  appears  upon  the  books  of  the  com¬ 
pany  as  trustee  or  in  any  other  fiduciary  relation,  the  name  of  the 
person  or  corporation  for  whom  .such  trustee  is  acting,  is  given ; 
also  that  the  said  two  paragraphs  contain  statements  embracing 
affiant's  full  knowledge  and  b^iei  as  to  the  circumstances  and  con¬ 
ditions  under  which  stockholders  and  security  holders  who  do  not 
appear  upon  the  books  of  the  company  as  trustees,  hold  stock  and 
securities  in  a  capacity  other  than  that  of  a  bona  hde  owner :  and 
this  affiant  has  no  reason  to  believe  that  any  other  person,  associa¬ 
tion.  .or  corporation  has  any  interest  direct  or  indirect  in  the  said 
ctocK,  bonds,  or  other  securities  than  as  so  stated  by  her. 

FOREIGN  POLICY  ASSOCIATION.  Incorporated 
By  VERA  MICHELES  DEAN.  Editor 

Sworn  to  and  subscribed  before  me  this  23rd  day  of  September. 
1942. 

[Seal]  CAROLYN  MARTIN,  Notary  Public, 

New  York  County,  New  York,  County  Clerk's  No.  339,  New  York 
County  Reg.  No.  3M284.  (My  commission  expires  March  30,  1943.) 


Our  Taxes  and  Those  of  Other  Belligerents 

By  Ona  K.  D.  Ringwood  and  Alfred  G.  Buehler 


^  I  'HE  federal  government  has  just  enacted  a 
huge  war  revenue  law  which  will  increase  its 
revenues  in  1943  to  approximately  $25  billion.  Al¬ 
though  our  tax  rates  are  at  unprecedented  heights 
and  the  base  of  the  income  tax  will  be  much  broad¬ 
ened,  tax  experts  are  pointing  out  that  federal  taxes 
are  inadequate  both  as  revenues  and  as  curbs  on 
inflationary  spending  of  consumers.  The  Treasury 
has  already  announced  its  intention  to  ask  for 
several  billion  in  new  taxes  in  1943.  When  the  addi¬ 
tional  taxes  which  will  probably  be  imposed  next 
year  are  added  to  the  federal,  state  and  local  taxes 
now  provided,  approximately  one-third  of  the  na¬ 
tional  income  will  be  taken  in  taxes.  If  we  are  able 
to  raise  some  $40  billion  in  taxes  in  another  year, 
we  shall  still  be  far  short  of  total  federal,  state  and 
local  expenditures  which  may  exceed  $90  billion. 

What  light  may  foreign  experience  throw  on  the 
problems  we  now  face?  Shall  we  be  able  to  endure 
heavier  taxation?  If  we  assume  that  new  taxes 
must  be  laid  on  consumer  expenditures  in  1943 
in  the  drive  against  inflation,  what  available  sources 
are  preferable?  How  may  we  arrange  our  income 
taxes  to  permit  current,  convenient  payments  from 
weekly  and  monthly  incomes?  If  it  is  found  neces¬ 
sary  to  require  compulsory  loans  from  our  popula¬ 
tion,  what  taxes  may  l>c  employed  to  siphon  off  the 
funds  which  will  later  be  repaid?  How  far  should 
we  go  in  allowing  refunds  after  the  war  against 
present  taxes?  In  attempting  to  answer  such  ques¬ 
tions  as  these,  it  will  be  desirable  to  study  the  fiscal 
policies  and  practices  of  the  other  belligerents,  and 
especially  of  the  democratic  nations. 

Heavy  as  our  taxes  will  be  in  1943,  they  will 
probably  consume  a  lesser  portion  of  the  national 
income  than  the  taxes  of  England  or  Germany. 
In  recent  years  the  British  and  the  Germans  have 
been  sacrificing  higher  ratios  of  the  national  in¬ 
come,  apparently,  than  we  have,  and  it  will  prob¬ 
ably  be  some  time  before  we  shall  catch  up  with 
them.  The  U.S.S.R.  has  relied  heavily  on  revenues 
from  its  socializ.ed  industry  and  its  stiff  industrial 
turn-over  tax.  In  Japan  the  ratio  of  taxes  to  the  na¬ 
tional  income  has  been  relatively  low,  borrowing 
has  been  very  extensive,  and  inflation  has  been  in¬ 
vited.  If  we  are  willing,  we  can  increase  the  ratio 
of  taxes  to  national  income  in  war  financing,  but 
the  going  will  get  tougher  as  we  penetrate  new  tax 
terrain.  Inflation  may  be  more  destructive  than 
taxation,  however,  and  the  latter  is  the  lesser  evil. 


Our  tax  battle  in  1943  will  apparently  be  a  con¬ 
troversy  over  the  adoption  of  a  retail  sales  or  spend¬ 
ings  tax.  During  World  War  I  the  general  sale* 
tax  was  introduced  in  Germany,  following  some 
earlier  experimentation  in  a  few  countries  on  a 
minor  scale,  and  after  the  war  it  spread  into  France, 
Russia,  and  nearly  every  other  leading  nation.  Eng¬ 
land  is  still  holding  oiit  against  a  real  general  sales 
tax,  although  in  1940  it  went  so  far  as  to  levy  rather 
heavy  taxes  on  purchases  of  nonessentials  and  lux¬ 
uries.  A  number  of  our  states  impose  retail  sales 
taxes  and  the  resistance  to  a  national  sales  tax  seems 
to  be  weakening  as  a  result  of  the  war  emergency, 

The  direct,  graduated  consumer  expenditures  tax, 
which  would  be  collected  as  a  supplement  to  th( 
personal  income  tax,  has  not  been  tried  in  othei 
countries.  Offered  in  a  complicated  form  by  th( 
Treasury,  it  would  have  to  be  simplified  to  wir 
general  approval.  Such  a  tax  would  be  more  equit 
able  than  a  sales  tax  and,  if  it  should  prove  prac 
ticablc,  would  be  a  significant  contribution  to  th( 
art  of  taxation.  The  idea  merits  serious  consid 
eration. 

The  collection  of  income  taxes  at  the  source 
which  we  are  now  seeking  to  inaugurate,  has  lonj 
been  employed  by  Britain  to  collect  dividends 
rents,  and  interest  on  mortgages.  Belgium  has  de 
ducted  taxes  on  wages  and  salaries  at  progressive 
rates,  with  adjustments  for  the  number  of  de 
pendents,  and  Germany  has  taxed  wages  and  »al 
aries  at  the  source  for  two  decades.  We  have  also 
had  some  experience  in  the  withholding  of  the 
social  security  charges. 

Compulsory  loans  have  already  been  proposec 
by  the  Treasury,  which  sought  to  obtain  their 
through  a  refundable  spendings  tax,  and  will  be 
demanded  again  in  1943.  A  portion  of  our  expen 
ditures  or  incomes  will  probably  be  taxed  and  latei 
credited  back  to  us.  Britain  and  Canada  colled 
forced  loans  by  means  of  income  taxes,  but  a  direci 
expenditures  or  an  indirect  sales  tax  could  be 
employed. 

The  participants  in  World  War  II  are,  in  gen¬ 
eral,  imposing  very  steep  taxes  and  are  striving 
earnestly  to  prevent  runaway  inflation  by  heavy 
taxation  and  other  controls.  The  spending  pace, 
however,  is  terrific  and  national  debts  are  mount¬ 
ing.  Post-war  financial  problems  are  bound  to  b< 
grave  for  all  the  belligerents. 


